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The appetite for resources in the rapidly growing Chinese and Indian markets before the global financial crisis drove escalating interest in resource investment worldwide (Streifel 2006; ABARE 2008) . These economies have now emerged themselves as major players in overseas resource investment and development. The global economic crisis has not dampened China's appetite for investment in Australia's resource sector and the shortage of international capital has further enhanced the attractiveness of investment alliances with Chinese partners.
North American and European investment dominated the international resource industry in its early days, often through vertically integrated operations that incorporated the supply of metal products to industrialcountry markets. This pattern of development changed remarkably about 40 years ago as Japan emerged as a major consumer of imported minerals and energy (Drysdale 1970) . At the time, Japanese end users had little capacity to invest in the huge projects overseas that were needed to service procurement of the resources to fuel Japan's rapid industrialisation (Crawford et al. 1978) . This was the era in which the emergence of the huge independent suppliers of resources to Japan and eventually to the rest of East Asia laid the foundations for the strength and competitiveness of the Australian minerals industry and Australia's leading minerals companies. They became leading world suppliers to the international market of a whole range of products, including iron ore, coal, bauxite, alumina, aluminium, copper, nickel, natural gas and uranium (Drysdale 1988) .
China and India offer opportunity on a scale that already dwarfs established markets in Japan and the rest of Asia for the expansion of resource supplies from Australia. As in the past, realising the opportunity will depend not only on gearing up investment from Australian and foreign firms who are already significant players in the international resource business, it will encourage and require a large injection of additional capital from new investors-foreign and domestic (Albanese 2008; Kloppers 2008) .
Australia has perhaps the most efficient mining sector in the world. This is due importantly to its openness to foreign investor competition and participation, because that brings with it, and fosters, the technology, management know-how and market links that are essential ingredients in the development of a world-class, internationally competitive industry. Australia therefore has a long record, and a strong policy regime, characterised by openness towards foreign investment in its resource industries, despite the fact that, by one measure, Australia is ranked among the most restrictive among Organisation for Economic Cooperation and Development (OECD) countries in its treatment of foreign direct investment (FDI) more generally (Stoeckel 2008; Kearney 2007) . 1 There was some retreat from openness to investment in the resource sector that created uncertainties about the resource investment climate during the last global resource boom in the 1970s (McKern 1976; Caves 1978; Hanratty 1996) . The change in policy tone was encouraged by a big shift in the relative price of resource goods in those years and reflected the emergence of a measure of resources nationalism. Although the period of retreat was relatively short lived, consumers sought alternative supplies elsewhere and Australia lost some market share As markets eased, Australian policy towards foreign investment in the resource and energy sector opened up once again.
The collapse of commodity prices, coinciding with a sharp global recession, has not seen the abatement of interest by Chinese and some other investors in Australian resources this time around. Indeed, established and aspiring producers have turned to Chinese investors for equity and financial support as bank and other capital has dried up.
Although in the early stages of industrialisation, China and India are already sources of substantial international capital (McKinsey 2008) . They have been active candidates for growing investment in the Australian resource industry because of their capacity to mobilise capital for direct as well as indirect investment in this highly prospective sector of the world economy and because firms that consume raw materials, and policymakers in their home countries, remain anxious to secure resource supplies for the long term, even though demand for some key commodities has eased in the short term. This is the background to and context in which there has been growing discussion of Australian policies towards Chinese foreign investment in Australia's resource sector.
The argument
The rise of Chinese and Indian demand for resources continues to drive growth in investment in the resources sector in Australia. The scale of the accompanying surge in FDI alone prompts new questions about the role of FDI.
In addition, China and India, in different political contexts, give the State a large role in their economies and a big share of their outward investment is channelled through state-owned enterprises (SOEs), stateowned banks or sovereign wealth funds (SWFs).
Australia and most other industrialised countries have spent the past couple of decades convincing their voters that the private sector, not government, should take the lead in managing most businesses. The global financial crisis has seen a retreat from this philosophy but this has not diminished questioning of the role of the State in foreign investment activities. At the same time, the industrialised countries continue to stress the important benefits that come from foreign investment and run open regimes towards foreign investment-direct and indirect. When confronted by government-controlled foreign investment, it might seem that one of these propositions has to give (Thirlwell 2008) .
There are therefore two big questions raised by the prospects of a significant rise in FDI from China into the Australian resources sector. Is the surge of FDI into Australian mining and energy consistent with achieving the traditional gains from foreign investment? And are there particular problems associated with investment from foreign SOEs or state-managed SWFs? These are the two central questions that we shall address in this chapter.
There are corollary questions. FDI from SOEs is conceptually different in character and effect from portfolio (indirect) investment out of SWFs. This distinction is blurry at the edges. A minority stake by a single investor in a project might be accompanied by control through participation in the board of the firm or other arrangements that constrain the management of the project. Policy authorities might also apply different measures in terms of the share of ownership in judging the distinction between direct and portfolio investment. 2 In principle, however, the distinction between passive investment by a portfolio investor and FDI is clear enough. What are the implications of these distinctions? How important is the extent of control of a project by the foreign partner?
Australia's Treasurer, Wayne Swan, has said:
We usually welcome and encourage some participation by the buyer, because that offers the buyer some security of supply and the seller some stability in the market. But we need to ensure that investment is consistent with Australia's aim of ensuring that decisions continue to be driven by commercial considerations and that Australia remains a reliable supplier in the future to all current and potential trading partners…[I]t follows that as the proposed participation by a consumer of the resource increases to the point of control over pricing and production, and especially where the resource in question is already developed and forms a major part of the total resource, or where the market disciplines applying to public companies are absent, I will look more carefully at whether the proposal is in Australia's national interest. (Swan 2008) Apart from the extent of control, how important is the home country's policy regime? SOEs operate under different policy regimes in different countries. The regime under which a Swedish SOE operates might be different from that under which Chinese or Indian SOEs operate. Do these differences affect the impact of investment from these different sources? Further, the regime under which SOEs operate changes over time, and it is clearly changing in China. Do these changes need to inform the strategy that host countries might adopt towards FDI from this source?
These are some of the questions that will be discussed in this chapter.
First, there is a brief review of the role of FDI in Australia and the Australian resource sector, including an assessment of the rise of Chinese interests and China's economic relationship with Australia. Then we set out the issues for managing a regime that captures the gains from FDI. We ask whether there are other issues that need to be considered in the case of Chinese FDI. We examine the role of SWFs. We conclude with observations about the implications for Australian policy, as well as how Australian policy strategies might play into policy strategies in China and elsewhere.
The role of FDI in the Australian resources sector and China
FDI plays a particularly important role in the Australian resources sector. Mining accounts for almost one-quarter of all FDI in Australian industry, with the accumulated stock of foreign investment amounting to more than A$92 billion in 2007 (ABS 2009). In the same year, FDI in manufacturing was estimated to be A$68 billion (about 18 per cent) and in services about A$190 billion. FDI has played a key role in the growth of the resources sector, especially in the past half-decade or so, when the annual growth of FDI in the mining sector has averaged more than 10 per cent a year (in 2007, there was an increase of 15 per cent). The confidence in Australia's investment environment has been a crucial element in Australia's ability to attract foreign investment into its resources sector and to take advantage of burgeoning opportunities in the international markets for raw materials-notably in China. Foreign investment plays a key role not only in delivering resource supplies to international markets, but in discovering and proving resource reserves and assets. Without openness to foreign investor participation in the industry, there would be limited willingness to undertake the investment in exploration and development of resources in which FDI has played such an important role. China is already participating actively in the proving of resource deposits (Australian Financial Review, 15 August 2008) . More than four-fifths of the investment in offshore petroleum and gas exploration and more than onehalf of the investment in the exploration and assessment of other minerals that underpin production in these industries today were undertaken by foreign investors (Hartley 1984; ABARE 2007) .
FDI has accounted for more than one-third of capital formation in all Australian industry since the turn of the century; in mining and resources, it has accounted for almost half-and in some years a much higher proportion-of total capital formation in the sector. Importantly, foreign investors have played a similarly prominent role in capturing export markets and account for a growing share of minerals exports (ABS 2003. Foreign and domestic firms are established and highly competitive suppliers of resources to global markets but China has emerged as far and away the fastest growing market for output from the industry-especially for iron ore and natural gas-in the past decade.
China is already Australia's largest overall trading partner and the largest buyer of a range of Australian raw material exports. Japan remains Australia's largest export market, but it can be confidently forecast that China will replace Japan as our largest export market within the next halfdecade or less (Drysdale 2008) . 3 China's role in the structure of Australia's global merchandise trade is being transformed (Tables 16.1-3) .
China is Australia's largest market for iron ore, copper, wool and cotton, and a major and growing market for natural gas. Commodity exports from Australia to China grew at 17 per cent in 2007 and have averaged 19 per cent annual growth in the past decade. Export growth to China has remained important through the global financial crisis. The trade relationship with China is but one element in what has every prospect of becoming Australia's most important overall economic relationship bar none. While global FDI flows fell by 20 per cent in 2008, Chinese outflows doubled-to an estimated US$41 billion (Davies 2009 ). China's direct investment share is likely to continue to rise. China's direct investment in Australia is said to have risen to US$1.4 billion in the first quarter of 2008. FDI is very important, but it is only one dimension of the growing importance of the Chinese economy to Australia and other countries in the world economy.
Although Australia was the destination for some of China's largest early post-reform foreign direct investments-the Channar iron ore project and Portland aluminium project in the 1980s-China remains a relatively small player in Australian investment. (per cent) 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 (per cent) 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 . The current scale and structure of Chinese investment across the Australian economy is described (Table 16. As measured by the ABS, Chinese investment inflow into Australia averaged only A$180 million annually in the past decade. By 2008, the accumulated stock of Chinese investment in Australia stood at A$7.9 billion (more than twice the level of two years earlier and on par with that of Taiwan). The ABS reports that of that total, A$3.1billion is direct investment (the balance being portfolio flows). As of 2008, China's FDI in Australia represented less than 1 per cent of the total stock of FDI in Australia (A$393 billion). Its concentration in the resources sector increases China's share of resource investments in that sector but it still holds a relatively small share in that sector (in 2007, the stock of direct investment in the minerals sector in Australia was about A$90 billion). Investment in the resource sector by Chinese enterprises has remained active through the global financial crisis (arguably it has become even more so) as bank finance and other investors have retreated from the market. A review of significant activities in the past 12 months shows a range of strategies that might be expected in the resource sector:
• some propose to take ownership of particular projects, such as the agreement by Xinwen Mining to pay A$1.5 billion for Linc Energy's Bowen Basin coal tenements in Queensland in September 2008 (although at the time of writing in 2009, the deal had yet to be completed) • some establish the right to explore, such as Shenhua Energy's reported payment for a licence to explore coal deposits below the Liverpool Plains in New South Wales in October 2008 • some take a majority share in the company, such as China Nonferrous
Metal Mining Group's agreement to take a majority stake in Australian rare-earths miner Lynas Corporation Limited in May 2009 • some take up minority positions, such as Hunan Valin Iron and Steel Group's purchase of 16.5 per cent in Fortescue Metals Group in February 2009, or the proposal by Ansteel to increase its minority shareholding in Gindalbie Metals in May 2009.
These are transparent transactions, unlike many Japanese investments, in which many parameters are hidden in joint venture arrangements.
Three cases of Chinese investment in the Australian resource sector have attracted particular policy attention:
• Chinalco's investment in Rio Tinto • Sinosteel's takeover of Midwest and its bid for Murchison • Minmetals purchase of OZ Minerals.
These are discussed in more detail in Box 16.1. The commentary on these projects focused on their effect on competition, their impact on cooperation between Australian companies and their implications for security issues. In all cases, the matters could have been resolved within the existing regulatory structures and in all cases the strategy of Chinese investors appeared consistent with corporate commercial interests.
Box 16.1 Three case studies
In February 2008, BHP Billiton announced a hostile bid to take over Rio Tinto. Chinalco and Alcoa also bought 9 per cent of Rio Tinto at that time. By the end of 2008, BHP had withdrawn its bid and then in February 2009 Chinalco proposed to extend its ownership to 18 per cent in order, it was reported, to provide funds to help refinance Rio Tinto debt accumulated in its purchase of Alcan. The purchase was consistent with Chinalco's announced international strategy to that time, and also provided access to Rio's assets of hydro-powered aluminium smelters, acquired from Alcan.
The Chinalco proposals raised issues about foreign investment by a government-owned firm, about the impact of the proposal on competition and, in the case of the 2009 offer, about the extent of control that the ownership share implied. Commercial criteria decided the matter when, in June 2009, Rio Tinto management withdrew from the arrangement with Chinalco-but not before extensive regulatory review, which has left an increased residual of uncertainty around investment from China.
The February 2008 purchase had triggered the attention of the FIRB under the new guidelines for FDI by SOEs, which we discuss in the body of the chapter. On Chinalco's investment, the Treasurer, Wayne Swan, said the Australian Government needed assurance that investment proposals from SOEs and sovereign funds were commercial and did not intend to advance strategic or even political objectives. In July, Swan added that the government would 'more carefully consider proposals by consumers to control existing producing firms'. The Treasurer pointed out that this would be a concern especially if the resource was big and already developed and if the proposed buyer was moving to 'a point of control over pricing and production' (Maiden 2009 ). On 24 August 2008, the Treasurer approved investment by Chinalco in up to 11 per cent of the Rio Tinto Group (or 14.99 per cent of Rio Tinto Plc, the arm of the Rio Tinto Group that was listed on the London Stock Exchange). The Treasurer also imposed a number of undertakings on Chinalco, including not to raise its shareholding any further without fresh approval and not seeking to appoint a director as long as its shareholding was less than 15 per cent. The FIRB returned to give attention to Chinalco in 2009 after the new proposal and the board, soon after the bid, announced it would require an extended period to mid-June to review the proposal. Rio management withdrew from the arrangement before this date.
The second set of issues related to the capacity of Chinalco to affect the iron ore price paid by Chinese steel mills. The Australian Competition and Consumer Commission (ACCC) in March 2009 released its opinion that the takeover would not lessen competition in any relevant market (ACCC 2009). The ACCC explained that any attempt to lower the world price through increased production (assuming Chinalco had the ability to drive such investment), so as to benefit consumers such as Chinese steelmakers, would lead to drops in output by other suppliers, which would then cause world prices to rise again, or else Rio would have to bring on project after project to keep the price down. The price drop could not be sustained. The ACCC also noted that this strategy required a 'China Inc.' view of the world.
In addition to the Treasurer's approval, Rio Tinto's shareholders needed to agree to the US$19.5 billion investment, which would double Chinalco's equity stake in Rio Tinto. There were reports of shareholder resistance and, given the improved outlook for resource markets, in June 2009, Rio announced that the proposal would not proceed. Rio had to pay a break fee to Chinalco. At the same time, Rio entered into a joint venture with BHP Billiton to raise funds from merging their West Australian iron ore businesses.
Another case of interest was Sinosteel's takeover of Midwest Corporation in 2008. This was the first hostile takeover by Chinese investors. Previously, Murchison Metals, a neighbour of Midwest, had been bidding for Midwest. If Midwest and Murchison had merged before Sinosteel's acquisition of Midwest, Sinosteel, even though already a shareholder, would have had less control over the projects. Sinosteel then held up the Murchison deal and itself took over Midwest, for which the Treasurer provided approval in December 2007. With full ownership of Midwest, Sinosteel could secure an off-take agreement for its output, which would otherwise have had to be negotiated. Having bought Midwest, it then paid to manage the merger with Murchison, which it now appears to be planning to purchase. The Treasurer has so far approved Sinosteel ownership of Murchison up to 49.9 per cent (Sinosteel had applied for 100 per cent but withdrew that application). Midwest and Murchison mine a pair of deposits and there are advantages in a merger, including the cost savings from exploitation of the neighbouring deposits, stockpile efficiencies, better sequencing of the development, coordinated exploration and the advantages of blending the ores of different qualities plus a greater capacity to raise funds. Also, the WA Government has chosen a Murchison infrastructure proposal for a port and rail link to the mid-west area of Western Australia.
On 16 February 2009, OZ Minerals reported that Chinese trading group Minmetals had made a bid for OZ Minerals, which had been working on options to repay debt. The FIRB process here was more important than in the Midwest case. The OZ Minerals directors had recommended the proposal but, on 27 March 2009, the Australian Treasurer rejected Minmetals' bid based on national security concerns regarding the flagship Prominent Hill mine's location in the defence-sensitive Woomera area-too close to the defence facility's prohibited-area weapons testing range. On 1 April 2009, Minmetals revised its bid. The revised offer excluded the Prominent Hill mine. The Treasurer approved it on 23 April 2009. The miner's bankers had agreed to an extension of the refinancing deadline to 30 June to allow the Minmetals transaction to proceed.
Capturing the gains from FDI
Foreign direct investor participation in the economy generates a range of benefits including higher incomes, productivity and competitiveness through providing new technology, know-how, marketing and access to lower-cost capital as well as opportunity for shifting risks. The principal benefits that are likely to be brought by Chinese foreign investor participation in Australian resource projects at this time are that they might bring additional capital and links to rapidly growing markets. At the same time, there are issues to be managed and resolved in capturing the full benefit from foreign investment.
Here attention is focused on FDI in the resource sector. There is a rich literature on foreign investment in other industries, which deals with a range of general issues (Drysdale 1972; Caves 1978; Dosi et al. 1990; Borensztein et al. 1998; Hanson 2001; Barro and Sala-i-Martin 2004; Dunning and Lundan 2008) .
In the minerals sector, because of its capital-intensive nature and its geographical remoteness, benefits tend to be concentrated in returns to government associated with national ownership of the resources and to sectors such as engineering, financial and commercial services and transportation, which are closely linked to mining. These characteristics are said to restrict the benefits from FDI in the resource sector in developing countries because of weaknesses in taxation systems and because of the limited linkages between the resource sector and other sectors in those economies (UNCTAD 2007:140, 168) . There are higher levels of local procurement in industrialised, resource-rich host economies that are the home base for the globalising mining-supply businesses that rank among the largest and most profitable companies in the world (UNCTAD 2007:Box IV.3); Australia counts itself in this category.
The pervasive impact of mining sector activity, despite its heavy concentration geographically in Western Australia and Queensland, can be seen in its effect on incomes, employment and the key macroeconomic indicators right across the Australian economy (Department of Treasury 2008:16-20) .
The scope of benefits in the resource sector FDI in the resource sector offers a number of advantages to the host country including the provision of capital, technology, know-how and access to markets. These benefits are substantial given the scale, technological complexity and long project lives that typify resource investments in Australia.
In addition, FDI is often part of an integrated set of mining and industrial activities. UNCTAD (2007:111) identifies an overall trend of increasing integration between mining and smelting, particularly in aluminium but also in iron ore. These linkages provide a basis for the marketing and distribution of the output of mineral projects. Risks are shared along the production chain. This is an additional benefit of FDI in the development of large-scale resource projects.
Vertical integration is not the only way to manage project risks. Other options include the use of long-term contracts between independent firms, complemented by portfolio capital flows. Smith (1980) explains the rationale for the combination of long-term contracts with arrangements for setting prices. They serve as a means of maximising the value of projects and achieving an efficient distribution of risks. The contracts also allow the mining company to raise finance for large projects, which in mining have long lead times and produce outputs with specific characteristics. Buyers then have to commit to investments in complementary processing methods or at least face some costs in adjusting their operations to outputs from different sources. As Smith explains, the result is that buyers and sellers in these markets operate portfolios of bilateral trade or sales and procurement links.
Provision of equity capital to the project or the mining company by the buyers of the output demonstrates another form of commitment by them. Control is not required, but may be sought depending on the nature of the project-although even an investment to a level that is less than required for control may still meet the definition of FDI. If that investment by the buyer also reduces the cost of finance to the mining company (by allowing that company to ease what otherwise would be restrictions on its capacity to raise debt) then it adds to the surplus available for distribution.
These circumstances are those that are likely to dominate Chinese investment interest in the Australian resource sector. Chinese investors overwhelming are likely to want a stake in projects that provide a link to markets in China and offer an additional source of capital, and to want to invest in partnership with Australian or other foreign firms that bring management know-how and technology as well as capital to mining projects.
Managing the issues with resource sector FDI Significantly, the main host country's benefits from resource project development accrue via income flows, including to governments. There are issues related to the presence of foreign capital in resource sector projects, including with the management of the income flow from them. Resource projects are associated with the presence of variable rents. They involve the development of resources that are not replaceable and the global stock of which has scarcity value because of its size and its uneven distribution geographically. The value of the resource in this circumstance-at least for infra-marginal projects-enjoys a premium or rent over the cost of extraction. UNCTAD (2007:Box VI.3) lays out some options for capturing these rents, including taxes based on revenue, output and profit. There are trade-offs between the costs of collection and administration of these taxes and their effects on economic efficiency.
The payments by minerals companies to governments at all levels in Australia (other than for services) can be broken down (Figure 16.1) . These data exclude income taxes paid by non-resident management and employees. The figure reveals that output-based taxes and licensing fees paid to state governments are a relatively small proportion of the total tax take compared with taxes on income. Income taxes have an effect on the incentive to invest compared with taxes on pure profit (Garnaut and Clunies Ross 1975, 1983) while output taxes affect the incentives to exploit a deposit. The composition of the doughnut in Figure 16 .1 suggests the tax allocation in the Australian resources sector is skewed towards the collection of revenues from resource firms via income taxation. Inefficient taxation regimes run the risk of collapse as circumstances change. The minerals and energy sector tax regime in Australia is complicated by the Australian federal system and the evolution of the distribution of taxation powers between the Commonwealth and the states, but it is legislatively and politically robust. In federal jurisdictions, such as those that cover the offshore production of oil and gas, a variant of a resource-profits tax regime applies, although the primary form of nonincome taxation of onshore projects is through state-levied royalties.
The profitability of long-lived resource projects can change over time, creating incentives to change the fiscal arrangements where political and legislative systems are not robust, especially in periods in which there is a substantial increase in the rent value of resources occasioned by sharp rises in the terms on which they are traded, such as has been the experience in recent years (Duncan 2006) . UNCTAD (2007) notes that many studies find that taxation regimes in minerals projects are regressive; it discusses (Box VI.5) options for more progressive regimes of the kind that are in part in place already in Australia.
In an advanced economy, the perception of an unfair and inefficient distribution of rents in projects can emerge, especially in the context of rising prices. This might not be an issue in the management of existing projects but could hinder new projects, which might operate on the same terms as existing projects. Chinese investment in Australian minerals is a consequence of the growth in demand in China. That growth in demand has contributed to rising prices in the same way that, in the 1960s and 1970s, the growth of Japanese demand saw a rise in Australian and global commodity prices. As investment arrives in host countries such as Australia to take advantage of new profit opportunities in resource production and trade, the distribution of rents becomes an issue in policy debate. There could be scope to gain from the implementation of more efficient taxation regimes. Hogan (2007) argues for the translation of arrangements for oil and gas in Australia to onshore minerals, but the established taxation arrangements for onshore minerals are the product of a long and complex history of fiscal relations between the Commonwealth and the states and are unlikely to change soon, even in the context of the current federal taxation and fiscal arrangements reviews. As Hogan (2007:100-1) concludes:
Significant information on the net cash flow of resource projects is required to administer the petroleum resource rent tax. Extending a profit based royalty such as the petroleum resource rent tax to onshore mineral resources would involve significant transitional costs and increase the information requirements for administering resource taxation arrangements in Australia. There are also likely to be a number of issues that would need to be resolved in replacing the current systems that apply across several jurisdictions with a consistent mineral resource rent tax-for example, the taxation treatment of failed exploration projects would need to be considered (companywide deductibility of exploration expenditures is an important component of the petroleum resource rent tax).
There is another issue to do with taxation that arises in resource projects that are owned and controlled by the buyers of output from the project as part of an internationally integrated operation. This is the familiar issue of the opportunity for transfer pricing when there are not arm's-length transactions between firms. The importance of transfer pricing lies, of course, in its potential to reduce the taxation take of the host country through understatement of resource project profits.
The aluminium industry-in which international vertical integration is pervasive, significantly because of the importance of the specific technical characteristics of inputs across a production chain-has traditionally been the industry in which transfer pricing potentially presents the most important challenge to Australian taxation authorities.
In such cases, the taxation authorities can declare the appropriate price of output in determination of tax obligations, even when there is no readily observable arm's-length price of output. These are circumstances that require active taxation authority attention. Where participation in ownership does not involve control (a minority equity holding or partnership without control), the question does not arise.
A second major set of issues concerns the local and global environmental effects of resource sector projects. This concern applies to some extent to all resource projects. If projects add to environmental degradation, that is a consequence of a failure to bring home to investors the consequences of the project. In other words, it is the result of the failure of the host country to correct the market failure associated with the environmental externality and is not related to the presence of foreign investment as such.
Are there specific environmental issues associated with projects that involve foreign investment? Do investors in resource projects seek a haven from their domestic regulatory environment or do they apply global standards? UNCTAD (2007:147) reports that most large mining companies apply at least their home standards and that in many cases rigorous codes are also applied to subcontractors. Large and established multinationals have a better environmental performance compared with smaller local companies. They 'introduce and diffuse higher standards and more advanced technologies for environmental protection' (UNCTAD 2007:148) . UNCTAD (2007:148) does note that some new entrants in resource sectors are based in countries with relatively weak environmental legislation, which involves a risk, but it concludes that environmental performance depends on 'host-country regulations and the capacity to implement them'.
A third set of issues concerns the social impacts of projects. In Australia, most mining investments are in remote locations and the principal social impact is on Indigenous communities. Although it has not been the case in the past, the framework for settlement of mineral leasing rights is now subject to more robust arrangements and public scrutiny. International and domestic mining companies are also at the forefront of the development of Indigenous employment programs. While there are other social and environmental issues in more populous parts of the country that arise in the development of minerals and resource projects (such as has been the case in the Hunter Valley or is currently the case in the Liverpool Plains around BHP Billiton's coal development), they are not distinctively associated with foreign investment projects.
In brief, we have identified a number of issues that are sometimes raised about the impact of FDI in a host economy, including those associated with the management of income flows and with the environmental and social impacts of projects. In all cases, these problems arise not from the presence of foreign investment as such but because of inefficient policy in the host economy. Capital flows run the risk of reducing welfare if there are domestic distortions or weaknesses in the regulatory or policy framework. If these policy distortions or weaknesses are evident and important, the solution is a domestic reform program, rather than restriction of the inflow of foreign capital.
Is Chinese FDI in the resource sector different?
Investment flows in the resource sector can take the form of FDI or portfolio flows, either as an independent investment or as part of a package of riskmanagement tools. The motivations for FDI have been discussed in some detail above and extensively in the literature (Dunning and Lundan 2008) . The gains from investments via FDI provide a return on assets that is specific to the investing firm and for which participation in production (rather than licensing) is an efficient method of earning that return.
Portfolio flows are not necessarily associated with these firm-specific assets, do not involve management of the assets in which equity is acquired and do not involve control over the operations of firms or other entities in which equity is held, except through the effect of entry or exit from ownership of those assets on their price. In principle, therefore, there is every reason why the interest of portfolio investors in the mining sector and other sectors of the Australian economy should be welcomed. It adds to the stock of capital to which the country has access for investment in profitable resource sector and other activities.
There are good reasons for the buyers of natural resources also to be investors in projects, as noted above. There are also reasons why buyers might wish to seek control in projects, which, because of product characteristics, logistics or the lumpiness of the investments involved at both ends, are efficiently part of an integrated international production chain. As we have also noted above, this has been a characteristic of efficient investment in the resource sector for many years, including in cases in which end users of the product are controlling investors in projects that are integrated into international operations. So it is a new development in policy for the Treasurer to make it explicit that projects in which there is participation in ownership of projects 'to the point of control' by resource buyers will be routinely subject to more intense scrutiny (see the earlier quotation). This step increases the restrictiveness of access to the resources sector by foreign participants. The circumstances under which it might be justified need to be examined very carefully since it makes Australia potentially a less attractive location for investment and source of supply for a range of resource products for which this condition has not previously applied.
Another concern that is sometimes expressed is that Chinese investors might use their influence to lower prices of iron ore, so as to benefit Chinese steel-makers. This requires a 'China Inc.' view of the world, as the ACCC (2009) explained in its review of the Chinalco deal discussed above (Box 16.1).
The question of government ownership
In the case of Chinese FDI, there is the additional question of whether government or state ownership should matter in the treatment of applications to invest. Chinese FDI is not the only FDI in which government ownership could be important. Growth in the number of projects in which interest is being expressed by Chinese entities with some measure of government ownership has, however, been a factor in attracting policy attention. This includes SOEs and SWFs.
The Australian Government has responded with an elaboration of policy on screening foreign investments. In February 2008, it announced a set of guidelines that is reproduced in Appendix 16.1. These are the guidelines that are being applied in consideration of the Chinese and other FDI proposals that were discussed earlier and they include reference to whether:
• an investor's operations are independent from the relevant foreign government • an investor is subject to and adheres to the law and observes common standards of business behaviour
• an investment could hinder competition or lead to undue concentration or control in the industry or sectors concerned • an investment could impact on Australian Government revenue or other policies • an investment could impact on Australia's national security • an investment could impact on the operations and directions of an Australian business, as well as its contribution to the Australian economy and broader community.
The guidelines assert that 'proposed investments by foreign governments and their agencies (for example, [SOEs and SWFs]) are assessed on the same basis as private sector proposals. National interest implications are determined on a case-by-case basis' (Appendix 16.1). The guidelines go on to state, however, that 'the fact that investors are owned or controlled by a foreign government raises additional factors that must also be examined' (Appendix 16.1) in the administration of foreign investment controls. This, it is argued, reflects 'the fact that investors with links to foreign governments may not operate solely in accordance with normal commercial considerations and may instead pursue broader political or strategic objectives that could be contrary to Australia's national interest' (Appendix 16.1).
This argument creates uncertainty about foreign investment policy towards Chinese investment and is inconsistent because it includes a dimension that is 'additional' to the test of 'national interest'. This additional test, we demonstrate below, is unnecessary. The 'national interest' test has, in the past, been an adequate yardstick by which to manage the participation of FDI in the resources and other sectors of the economy. The additional tests on government-owned entities appear to discriminate against Chinese FDI proposals, since so many of them involve government-owned entities. There are other foreign investment policy regimes-for example, in Canada 4 -that incorporate provisions about state-owned firms, but it is not clear whether these provisions make sense for Australia.
Additional scrutiny of government ownership
The nature of the 'additional factors' that could demand a test of suitability beyond the 'national interest' test is difficult to imagine. There are three main possibilities.
FDI investments involving state ownership and dominant shareholding
and control might be used as a vehicle for shifting profits back to the home country through underpricing exports. This might be a problem only if: a) the government-owned firm is the buyer of the resource or is directly compensated by the home state for losses incurred; and b) the government-owned firm dominates the host-country market, preventing the host-country taxation authorities from declaring the value of output against benchmark competitive prices. In these circumstances, there is a clear 'national interest' case for restricting foreign investment on monopoly grounds. It is not necessary to identify any 'additional factors' flowing from state ownership in order to reach this conclusion.
and control might be used as an instrument for subsidising the development of 'excess capacity' or 'extra-marginal' projects and to ratchet resource prices down. This might be a problem only if the government-owned firm has total market power in the particular resource market concerned. In this circumstance there is a clear case for restricting foreign investment on 'national interest' grounds and, again, identification of 'additional factors' associated with state ownership is not necessary. The recent determination by the ACCC in respect of Chinalco's offer for an increased share in Rio Tinto demonstrates that Australia has the policy regime and institutions necessary to deal rationally and comprehensively with issues of this kind. The governments of resource-deficient countries might provide, and have in the past provided, capital subsidies to resource or energy developments by private investors or state investors for 'resource security' reasons in times of resource scarcity and tight markets. Acquiring a dominant position through a particular governmentowned firm is likely to be a very blunt and ineffective instrument for achieving that policy objective. The evidence from the history of Japanese policies that extended subsidies to resource developers is littered with projects that did not survive a long-term market test.
3. FDI investments involving state ownership and dominant shareholding and control might be used to pursue political or strategic goals inconsistent with the efficient development and marketing of national resources. In such cases, again, clearly the 'national interest' dominates all other considerations. In a case in which a strategic resource-say a uranium project that had dominant-supply status-was either a trade or the foreign investment target, political and security issues need to be dealt with in a state-to-state framework. In less strategic contexts, all firms that invest abroad-private as well as public-are ultimately subject to the laws and policies of the countries in which they are incorporated (at home and in the countries in which their subsidiaries operate) and questions of extra-territoriality do arise in the operation of firms internationally and have to be covered by stateto-state dealings.
In all of these cases, a 'national interest' test is adequate to handle the issue, whether the foreign investment is government owned or privately owned. Note that these issues do not arise at all for any foreign investment in which there is minority participation without control, by either a government-owned or privately owned firm. 5 The former cases are extreme and unusual. The latter cases are, as we have shown, by far the most common in which Chinese state-owned investments are involved in the Australian resource sector.
Some might argue that investment by a government-owned enterprise is likely, of its nature, to be inefficient and resource wasting. Governmentowned enterprises have their origins in bureaucratic systems and have governance structures that are not subject finally to the disciplines of the market. Would Singtel, a Singapore Government-owned telecommunications provider and investor in Optus, have qualified for scrutiny merely on that ground? Whatever the firm-specific advantage a government-owned foreign investor in the resource industry brings to a project (commonly it will be a marketing link involving integration of operations along a production chain or access to additional capital), the value it puts on the asset will be tested ultimately in the market. It has been the practice for an assessment of the managerial capacity of a foreign investor not to form part of the review process. That a foreign investor is government owned hardly seems grounds for now departing from that very sensible practice.
In fact, the empirical evidence suggests that state-owned foreign investors have performed well (Young and Lu 1998) . Multinational SOEs from Eastern Europe perform similarly to other foreign firms. There is also no evidence of the use of state power or privileged information in their business abroad. The goal of these ventures appears to be simply to operate successfully within the confines of the market. Our case studies also demonstrate the consistency of investment strategy with commercial motivation by Chinese investors.
Market disciplines on Chinese firms
The a priori identification of a class of investment proposals as deserving of special scrutiny introduces an element of prejudgment into the foreign investment review process, departing from the well-established and respected case-by-case approach. It is unfortunate that this is occurring at a time when it is strategically important that Australia, and other sophisticated market economies, rather than being cautious about the participation of Chinese state-owned firms, welcome it. State-owned firms in China are increasingly subject to the disciplines of the market at home. They have preferred access to domestic credit through the state-owned banking system but on terms that are, given that distortion, increasingly commercially based. 6 The prevalence of state-owned firms is wider in China than was the prevalence of state ownership, strictly defined, in the resource-consuming and resource-investing industries in Japan 30 or 40 years ago, but their entrenchment in the market is not so different. Chinese companies in which the State has a stake are usually publicly listed at home and increasingly in Hong Kong and abroad. Corporate organisation and corporate governance in China are in a state of transition and are evolving towards a system increasingly governed by market institutions.
As Woetzel (2008) says:
An out-of-date impression of state-owned companies distorts the picture of China's competitive landscape and masks both opportunities and threats facing multinationals. A more current view would, for example, have them consider more favourably the value that certain state-owned companies might bring to a global partnership. A realistic multinational must also recognize that they will become more attractive to top talent and, probably, more innovative. Both developments will ratchet up the level of competition. Thornton (2008) , a director on the board of large Chinese state-owned firms, observes:
[O]fficials at the highest levels [in China] recognize the need to put in place what might be called a modern system of corporate governance. They know that they'll be required to meet certain standards when they list their major companies in public markets in Hong Kong, London, or New York. They're also increasingly convinced that better corporate governance leads to better business results, greater efficiencies, wealth creation-all of those things that are good for companies, people, and the country. They have seen that even non-traded corporations like Saudi Arabia's Aramco have adopted leading corporate-governance practices.
Australia's dynamic economic and political interests
Australia's economic and grand political-strategic interests are in supporting the momentum towards market-based corporate governance in China-and engaging with it. Practical engagement recommends welcoming investments from Chinese firms because, through their fuller participation in the Australian market and other markets abroad, they subject themselves to the disciplines of robust and well-governed market institutions. Unnecessary regulation of capital from this source into the Australian market will not only be detrimental to Australian economic interests by driving it to other markets-possibly less supportive of reform of corporate structures and corporate behaviour-it is likely to encourage a retreat to appeals to the power of the State in ways that are likely to be damaging to our longterm economic and political interests. The application of special conditions for these investments would reinforce the perception of the primacy of regulatory solutions over market solutions and help sustain the dominance of the bureaucracy over the market in China.
Sovereign wealth funds
There is also the question of the potential role of China's SWFs in the Australian market for equity in the resource sector (Farrell et al. 2008; Wood 2007; JP Morgan Research 2008; Monitor Group 2008; Beck and Fidora 2008; Zhang and He 2008) . Concerns about SWFs have included the following ideas (Truman 2008) : that governments might mismanage the funds, including paying insufficient attention to corrupt practices; governments might manage the funds efficiently but for non-profit purposes (for example, by directing them towards the protection of national champions or promoting particular development strategies at home); SWF decisions might lead to 'financial turmoil' (as it was alleged of hedge funds); and foreign governments might have conflicts of interest with the managers of the assets in which they invest.
Wariness about SWFs' investment intentions appears unjustified. These funds seek diversified investment and higher returns in international equity investment like other portfolio investors, although they also have become more active in the mergers and acquisitions market. They add to the stock of capital for investment in this and other sectors and the capacity of the firms in which they invest to take advantage of the growth of trade and business opportunities. Should a SWF take a controlling stake in a particular enterprise, its investment can and should be subject to the same review and 'national interest' test as that of other investors. There is also a general interest in improving the standards of transparency and accountability of all SWFs, including our own, Futures Fund, which does not rank highly according to these standards (Truman 2008) .
The effect of policies directed selectively at Chinese state-owned investment is not confined to these investments; it is much broader. Australian decisions about FDI in which there is Chinese state ownership or about investments from a Chinese SWF cannot be prevented from influencing the views of other investors, including the managers of other SWFs, about the desirability of investing in Australia.
The scale of these funds is now significant and growing. Truman's (2008) data on SWFs around the world cover three such funds in China, which now ranks ninth in terms of offshore assets (with total assets of US$272 billion, of which US$135 billion is invested offshore). The total value of SWFs, according to Truman's data, is more than US$5000 billion, of which nearly US$3500 billion is international assets. Singapore has more than US$330 billion invested offshore.
Truman is concerned that the adoption of thoughtless protectionist policy towards a particular country's SWFs because of wariness about their investment behaviour is likely to be counterproductive. He suggests instead the international adoption of a blueprint of good practices that would refer to decision making based on economic grounds alone, a commitment to good governance, a commitment to fair competition with privately owned investors and respect for host-country rules.
Additional tests on this class of investment from China and decisions in each case are likely to make it more difficult to raise capital from others, such as Japan. Uncertainties about rules on Chinese foreign ownership, such as caps on control, would impede capital flows more generally and raise the possibility that such caps might be applied more widely. At least some of the opportunities created by the growth in demand in China are likely to be lost. The current ambiguities are damaging to Australia's economic and long-term political-strategic interests.
Conclusions
There is no persuasive case for any change in direction over control of foreign direct capital inflows in response to the recent surge of interest of Chinese foreign direct investors in the Australian resources sector. The participation of the Chinese SWFs in equity investments in Australia also does not present any particular problem that cannot be dealt with appropriately within the policy framework that has been in place for some time. Chinese investors are under-invested in Australia, given the importance of China in Australia's trade, including and especially as a market for Australian resources, and given China's increased importance in global capital markets. Unless we deliberately constrain it to our own cost, China's share in Australian trade and in global trade and capital markets is destined to continue to grow and China's share in the direct and indirect ownership of Australian assets could easily grow commensurately.
Anxiety about the growth of foreign investment by China is as unfounded as it was in earlier times over the growth in foreign investment by Japan, which accompanied the emergence of Japan as Australia's major economic partner and a major supplier of capital to world markets.
Australia has a world-class mining sector in which the largest and most competitive mining firms-Australian and, to a very great extent, already foreign-owned-are heavily involved. The mining sector is deeply linked into and integrated with the rest of the Australian economy. The taxation and regulatory framework within which the mining sector is governed is well established and robust. While some have suggested that the Australian taxation regime could be improved to ensure that the Australian public captures a higher share of the rents from high-class mine investments or from unusual periods of high profit in the industry (Hogan 2007) , the taxation regime is not a matter of active policy concern or public debate. If the efficiency of the taxation regime is a matter of public concern, we have argued, that is a matter that needs to be addressed through reform of the taxation regime and its impact on foreign and domestic firms-not a matter that is appropriately dealt with through controls or restrictions on FDI inflows. If there are environmental or social issues that require public policy intervention in the sector, they are issues that need to be dealt with through initiatives in environmental and social policy that impact on domestic and foreign-owned operations-not through controls over foreign-owned companies alone.
In brief, none of the usual and general arguments that might be advanced in caution about FDI participation in the sector applies in any substantial degree to the circumstances in Australia.
Increased uncertainty about the treatment of Chinese FDI in the resources sector is, at the margin, likely to damage the potential growth of the sector and Australia's full and effective participation in the benefits from Chinese economic growth through the growth of its market for industrial materials. An important objective is to assuage nascent Chinese corporate and policy strategies aimed at containing the growth of Australian market share. These strategies are familiar instruments in the pursuit of minerals and energy security by resource importers (Lesbirel 2004) . There is the added risk that application of 'additional' policy tests with respect to Chinese investment creates uncertainty about and impediments to investment from other sources as well.
It might seem a puzzle as to how Australia got itself into this pickle over Chinese FDI. A few final words on that situation and what might be a sensible way out of it could be helpful.
The rapid rise of China caught many by surprise, although some Australians and Australian institutions have been on the leading edge of thinking about those developments. The intensification of Chinese investment activity in the Australian resource sector has also come swiftly, although it has been gathering strength for some time. These developments alone do not explain the recent elevation of policy interest in Chinese investment in the Australian resource sector or the discomfort of the previous Australian government or the present government in dealing with the issue. 7 A series of events contributed and it illustrates our argument as to the value of a generally applied national interest test to investments of this type. Two events were of particular importance.
The first event was the high-profile takeover bid by BHP Billiton for Rio Tinto (Box 16.1) , which opened up the question of Chinese investment in Australia. Whether it occurred to the architects of the BHP Billiton takeover strategy or not, a merger between the two largest international iron ore suppliers in the world was bound to excite interest in China, the largest iron ore market in the world. Subsequently, there was the bid by Chinalco for a higher stake in and a more comprehensive strategic alliance with Rio Tinto. Chinalco, already a significant international investor in mining projects around the world, moved to secure an initial minority stake in Rio Tinto in early 2008.
Here is not the place to speculate about where this corporate activity will end, but brief comment is in order on the implications of the development for framing policy towards FDI that incorporates state ownership. As noted in Box 16.1, the Australian Treasurer, after a recommendation by the FIRB, approved the investment by Chinalco in up to 14.99 per cent interest in the Rio Tinto Group. This share was less than the 'substantial interest' level of 15 per cent that applied under the FIRB policy (<http://www.firb.gov.au/ content/_downloads/General_Policy_Summary_April_2008.rtf>), 8 and the Treasurer made the determination under the new guidelines applying to SOEs. Chinalco has moved to take a 'substantial interest' in Rio Tinto, so this new circumstance has to be considered by the FIRB under Australia's foreign investment rules. In the event, Rio Tinto's change of heart meant that no official decision was required.
The second event was Sinosteel's investments in the mid-west region of Western Australia. It had applied to take over Midwest, a WA iron ore company, which was approved in November 2007 just after the Rudd Government assumed office. As explained in Box 16.1, Sinosteel also targeted Midwest's neighbour, Murchison, and it continues to wait for the FIRB ruling on its application. Sinosteel's interest in Murchison will have been increased by the recent WA Government decision to ask a Murchison consortium to build a new port to serve the region. It has been suggested that a wholly Chinese-owned infrastructure network in the WA mid-west might be an obstacle to delivering iron ore to other markets. Again, this issue can be dealt with by the kind of conditions that the WA Government has routinely imposed on other infrastructure developments. The scale and structure of these investments do not suggest any considerations of 'national interest' or effects on competition or strategic importance that might recommend their non-approval.
These and the other projects discussed in Box 16.1 have introduced some political confusion into the discussion of Australia's foreign investment regime in the past year. Some of the confusion seems to relate to uncertainty about how to respond to the growth of Chinese investment interest in the Australian resources and energy sector. The issues of state ownership of investment, competitiveness in markets and political or security matters are not appropriately dealt with through additional restrictions and tests on Chinese or other foreign investment proposals. Uncertainty about these issues already runs the risk of hindering development of the industry's potential and damaging our longer-term political and security interests. Much of the uncertainty, however, has also been introduced by interested commercial and political parties in play around the market (Box 16.1) .
The best way to dispel the uncertainty and confusion is through:
• reassertion of the market framework within which all foreign investment proposals are examined in Australia • initiation of government-to-government arrangements for routine consultation between Australian and Chinese authorities that would serve to facilitate scrutiny of competition, corporate governance and financial transparency issues and have the practical effect of strengthening that framework over time.
The detail of the initiative we suggest here will need to be the subject of discussion and careful study elsewhere.
Appendix 16.1 Principles guiding consideration of foreign government related investment in Australia
Australia maintains a welcoming stance towards foreign investment in recognition of the substantial benefits that it provides to our community.
The purpose of Australia's foreign investment screening regime is to ensure that foreign investment into Australia is consistent with our national interest. The Treasurer can reject proposals that are deemed contrary to the national interest or impose conditions on them to address national interest concerns.
Significant foreign investment proposals must be notified to the Australian Government and examined by the Foreign Investment Review Board (FIRB). This includes all proposed investments by foreign governments and their agencies. This requirement is a longstanding feature of Australia's foreign investment policy that has been maintained in place by successive governments.
While the FIRB plays an important advisory role, determining whether a proposal is consistent with the national interest is ultimately a matter for the Treasurer.
To ensure they are consistent with Australia's national interest, the FIRB examines whether proposed foreign investments may have any adverse implications for Australia's national security or economic development and ensures they are consistent with any specific foreign investment legislation in areas such as transport and telecommunications. It also examines whether proposals have implications for other Government policies, competition and the operations of Australian businesses.
If the Treasurer forms a view that a foreign investment would be inconsistent with Australia's national interest, it may be blocked or made subject to conditions to address any problems that have been identified.
Guidelines for foreign government investment proposals
Proposed investments by foreign governments and their agencies (eg., state-owned enterprises [SOEs] and sovereign wealth funds [SWFs]) are assessed on the same basis as private sector proposals. National interest implications are determined on a case-by-case basis.
However, the fact that these investors are owned or controlled by a foreign government raises additional factors that must also be examined.
This reflects the fact that investors with links to foreign governments may not operate solely in accordance with normal commercial considerations and may instead pursue broader political or strategic objectives that could be contrary to Australia's national interest.
The Government is obliged under the Foreign Acquisitions and Takeovers Act 1975 to determine whether proposed foreign acquisitions are consistent with Australia's national interest. In examining proposed investments by foreign governments and their agencies, the Australian Government will typically have regard to the following six issues.
1. An investor's operations are independent from the relevant foreign government.
In considering issues relating to independence, the Government will focus on the extent to which the prospective foreign investor operates at arm's length from the relevant government.
It also considers whether the prospective investor's governance arrangements could facilitate actual or potential control by a foreign government (including through the investor's funding arrangements).
Where the investor has been partly privatised, the Government would consider the size and composition of any non-government interests, including any restrictions on governance rights.
2. An investor is subject to and adheres to the law and observes common standards of business behaviour.
To this end, the Government considers the extent to which the investor has clear commercial objectives and has been subject to adequate and transparent regulation and supervision in other jurisdictions.
The Government will examine the corporate governance practices of foreign government investors. In the case of an SWF, the Government would also consider the fund's investment policy and how it proposes to exercise voting power in relation to Australian companies.
Proposals by foreign government owned or controlled investors that operate on a transparent and commercial basis are less likely to raise additional national interest concerns than proposals from those that do not.
3. An investment may hinder competition or lead to undue concentration or control in the industry or sectors concerned.
These issues are also examined by the Australian Competition and Consumer Commission in accordance with Australia's competition policy regime.
An investment may impact on Australian Government revenue or other policies.
For example, investments by foreign government entities must be taxed on the same basis as operations by other commercial entities. They must also be consistent with the Government's objectives in relation to matters such as the environment.
An investment may impact on Australia's national security.
The Government would consider the extent to which investments might affect Australia's ability to protect its strategic and security interests.
6. An investment may impact on the operations and directions of an Australian business, as well as its contribution to the Australian economy and broader community.
The Government would consider any plans by an acquiring entity to restructure an Australian business following its acquisition. Key interests would include impacts on imports, exports, local processing of materials, research and development and industrial relations.
The Government would also consider the extent of Australian participation in ownership, control and management of an enterprise that would remain after a foreign investment, including the interests of employees, creditors and other stakeholders.
Source: <http://www.treasurer.gov.au/DisplayDocs.aspx?doc=pressreleases/2008/009.htm &pageID=003&min=wms&Year=&DocType=>
